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PREAMBLE 


The Standing Committee on Public Accounts held hearings on Section 3.07 of the 
1999 Annual Report of the Office of the Provincial Auditor on February 17, 2000. 
This report constitutes the Committee’s finding and recommendations on the 
subject of Provincial Personal Income Tax Revenue and Related Credits and 
Reductions. 


The Committee would like to extend its appreciation to the Ministry of Finance 
officials who attended these hearings. The supplementary documentation 
provided by the Ministry to the Committee was useful during the deliberations 
and in the preparation of this report. 


The Standing Committee on Public Accounts would like to acknowledge the 
assistance provided by the Office of the Provincial Auditor, the Clerk.of the 
Committee, and Research and Information Services during these hearings. 


PROVINCIAL PERSONAL INCOME TAX 


The federal government collects provincial personal income taxes and processes 
claims under the 1962 Tax Collection Agreement (the Agreement). Although this 
Agreement has been amended over the years, the underlying principles and 
practices governing the original document are unchanged. The new Canada 
Customs and Revenue Agency will alter the current administrative structure for 
tax collection under this Agreement. 


The Committee endorsed the Provincial Auditor’s recommendations in the audit 
report on the Provincial Personal Income Tax Revenue, and Related Credits and 
Reductions and recommends their implementation. The recommendations in this 
report were prepared by the Committee following the hearings. 


The Tax Collection Agreement 


The Tax Collection Agreement introduced provincial limitations in the areas of 
tax policy changes and administrative practices. It limited provincial flexibility to 
pursue independent tax policies and in practice, the provinces were required to 
obtain approval from the federal government to implement specific tax credits. 


In November 1999, the Canada Customs and Revenue Agency (CCRA) assumed 
responsibility for Revenue Canada’s tax agreement with Ontario. A draft 
“management framework agreement” covering the collection and administration 
of provincial taxes will be prepared. 


The Deputy Minister explained that the federal government has a monopoly 
control of tax administration and enforces tax policy at the provincial level. The 
Tax Collection Agreement does not offer the province the right to require certain 
audit coverage targets to ensure proper compliance. Furthermore, the province 


does not have access to the files or results on federal audit work in provincial tax 
areas. 


The Provincial Auditor recornmended that the Ministry should consider whether 
the benefits under the Tax Collection Agreement continue to outweigh the 
restrictions, and if considered advisable, renegotiate the Tax Collection 
Agreement in line with provincial interests. The Ministry’s initial response was 
that in formulating tax policy, the Ministry will continue to consider the benefits 
available under the Tax Collection Agreement and assess whether they exceed the 
restrictions under the Agreement. The provincial government has indicated its 
interest in a provincial personal income tax system designed to meet Ontario- 
specific needs. 


Federal-Provincial Negotiations 


The federal-provincial discussions on taxation matters have included such topics 
as the auditing of the Ontario tax reduction and personal income tax returns, the 
policy on interest penalties and bad debt, and tax policy equality for Ontario. The 
discussions have resulted in a number of accomplishments, for example, the 
speed-up of federal payments in respect of Ontario personal income taxes, and the 
improved audit of Ontario tax credits and labour-sponsored investment funds. In 
addition, anew CCRA management framework agreement is to be finalised. 


In January 2000, the federal Department of Finance released measures, 
introducing more flexibility in tax policy for the provinces and territories. The 
federal government has offered the provinces the option to levy their personal 
income taxes on either taxable income or basic federal tax. The federal 
government is conducting discussions with the provinces on these matters and 
amendments to the Agreement are expected to be negotiated. 


The provincial government indicated its intention to move to a tax-on-income 
system, since the release of this audit report in 1999. In the Ontario Budget 2000 
the Minister of Finance formally announced that Ontario has moved to implement 
a tax-on-income system. Consequently, the province would no longer be bound 
by the federal tax calculation system, as provincial income tax would be 
calculated on taxable income and not on basic federal tax. 


TAX COLLECTION ISSUES 


In this report, the Committee has focused on selected tax collection issues, related 
to payment flows, data on personal income tax returns for audit purposes, and the 
provincial negotiations with the Canada Customs and Revenue Agency. 


Payment Flows 


The in-year cash flows of personal income tax revenue are based on federal 
forecasts of provincial income tax revenues for the year and actual tax revenues 
from the two previous taxation years. According to the Provincial Auditor, this 





approach is not adequate. It was noted in the audit report, that provincial in-year 
personal income tax cash flows, which are based on revenue forecasts, were 
below Revenue Canada collections. This resulted in provincial interest costs due 
to tax flow deficiencies. 


The Provincial Auditor recommended that payments of Ontario personal income 
taxes should be remitted to the province in the correct amount and on a more 
timely basis. Furthermore, the Ministry should consider negotiating amendments 
to the Tax Collection Agreement to address cash flows. It was suggested in the 
audit report that as long as in-year payments to Ontario continue to be based on 
revenue forecasts and are subject to delay, the Ministry should seek compensation 
for the annual cash flow deficiencies. The Ministry responded at the time of the 
audit that it may be possible to base federal payments on actual income tax 
receipts and to have payments made on a timely basis. 


Committee Hearings 


The Ministry explained that the forecasts are prepared independently of provincial 
input, and that the federal government is ultimately accountable for the tax 
collection system. Over the history of the Tax Collection Agreement, this 
methodology has resulted in periods of overpayments to Ontario resulting in 
interest savings and more recently, in underpayments with associated interest 
costs. 


The concerns over using revenue forecasts to determine transfers to Ontario for 
personal income taxes could be resolved by moving to a system whereby the 
federal government transfers amounts as they receive payments, rather than on the 
basis of the forecasted amount, according to the Deputy Minister. There have 
been delays of up to twenty months before a final reconciliation and the Ministry 
indicated that the federal government could be benefiting from the current interest 
payment/bad debt arrangement by approximately $50 million a year. Over the 
past three years, the Ministry has unsuccessfully requested federal data to 
determine the actual benefits under the Agreement. Also, the Ministry has not 
received compensation for costs associated with the recent cash flow deficiencies. 


Since 1997, the Ministry has pursued the issue of federal benefits under the 
Agreement. The federal government announced a speed-up in the timing of 
provincial income tax payments in 1998. Also, the Ministry received updated data 
from the federal government indicating that this speed-up reduced costs that had 
previously arisen from the timing of payments. 


The Ministry is attempting to determine whether the current system benefits one 
government. Data on bad debts on a tax year basis, for example, are being 
assembled to establish the extent of this item and the interest costs are being 
discussed with the federal government. The Deputy Minister pointed out that 
when the federal government accelerated the schedule of payments, the province 
would benefit from reduced interest costs. 


Committee Recommendation 


The Committee focused on the timeliness of payments, the forecasting 
methodology, and the associated interest costs in the following recommendation 
on payment flows. The Committee discussed the need to improve on the current 
forecasting approach used by the federal government, for example, incorporating 
the provincial Estimates. The use of provincial actuals would address under 
remittances, such as the $1.2 billion experienced in 1999, and help to minimise 
costs. 


The Ministry requires a system of controls to ensure that personal income taxes 
payable to the province are correctly determined and remitted on a timely basis. It 
was concluded that a more equitable and timely approach is required for 
provincial remittances by the federal government under the Tax Collection 
Agreement. 


The Committee therefore recommends that: 


1. The Ministry of Finance should initiate discussions with the 
Department of Finance on the remittance schedule for in-year 
payments of personal income taxes. The Tax Collection Agreement 
should be amended to ensure that payment flows are made on a timely 
basis, based on actual cash flows, rather than the current federal 
forecasting methodology. Furthermore, the Ministry should seek 
compensation for interest costs attributed to periods of under 
remittances by the federal government. 


Taxation Data and a Revised Agreement 


According to the audit report, the Ministry should obtain assurance that the 
declaration and payment of personal income taxes to the province are correct. 
This requires minimum audit standards through a renegotiated Tax Collection 
Agreement, for audit coverage, selection criteria and the nature of the work to be 
performed. In addition, it would be necessary to obtain the information from 
Revenue Canada to assess whether Ministry requirements had been met. The 
Ministry initially responded that under the current Tax Collection Agreement the 
Ministry has no right to establish minimum audit requirements, nor to receive 
information to permit monitoring of Revenue Canada’s performance in ensuring 
adequate compliance. The Ministry agreed that the recommendation has merit and 
committed to pursue it with the federal government. 


The Ministry of Finance established the desired level of audit coverage for 
property and sales tax credits claims; however, Revenue Canada’s coverage was 
below the Ministry’s acceptable level. Furthermore, Revenue Canada had not 
verified some of the taxpayer eligibility information required for tax reductions. 


The federal government does not provide the province with information on 
revenues received in excess of bad debts written off from Ontario personal 
income tax payers. Therefore, it is not possible for the Ministry to verify federal 
benefit without these data. 


In September 1999, the Ministry entered into negotiations with the CCRA to 
increase the audit coverage of property and sales tax credits from 2% to 5%. The 
CCRA has recently provided the Ministry with a written cost estimate of slightly 
over $1 million to provide an additional 3% level of audit coverage. 


Committee Hearings 


Provincial discussions with CCRA are to address such items as the exchange-of- 
information agreements, and the Revenue Canada-provincial Memoranda of 
Understanding. CCRA has proposed a management framework agreement with 
each province under which it intends to provide performance indicators for the 
administration of provincial income tax. According to the Ministry, these 
negotiations will provide an opportunity to address some of the matters identified 
by the Provincial Auditor and to prepare recommendations for the Minister of 
Finance on net advantages for the province to move to an actual collections, rather 
than a forecast basis. 


The Ministry explained the impact of insufficient information on personal income 
taxes from an audit perspective, during the hearings. 


As noted in the Auditor’s Report, and as I 
[Deputy Minister] have already noted, under the 
current Tax Collection Agreement, the Ministry 
has no right to establish minimum audit 
requirements or to receive information by which 
we could monitor Revenue Canada’s 
performance in ensuring adequate compliance. 
Consequently, the province cannot be assured 
that the declaration of payment of personal 
income taxes, to which the province is entitled, 
are in the correct amount. The Ministry agrees 
that the [Provincial Auditor’s] recommendation 
has merit, and we are pursuing it as well with 
the federal government. 


According to the Ministry, over the past two years, the federal government has 
provided some data on non-tax revenues and accounts written off in respect of 
provincial income tax. However, these data have not been sufficient to properly 
evaluate whether the federal government’s retention of non-tax revenues 1s 
equitable. The Ministry continues to pursue the collection of better data and their 
receipt on a timely basis. 


Committee Recommendations 


The Committee focused on the potential for an improved federal-provincial 
Agreement following from the current negotiations with the CCRA. Specifically, 
the Committee addressed the provincial requirement for information on personal 
‘ncome tax and the associated benefits to be derived from a new or revised tax 


collection model. 


The Committee has concluded that the Ministry of Finance has an opportunity to 
resolve the outstanding issues identified by the Provincial Auditor through the 
current administrative negotiations with the Canada Customs and Revenue 
Agency and as appropriate, the Department of Finance. Specifically, these 
negotiations provide a critical opportunity to address the provision of basic audit 
information on provincial personal income tax to Ontario. A new or amended 
Agreement and the required provincial implementing legislation would address 
Ontario concerns, as identified by the Provincial Auditor and the Standing 
Committee on Public Accounts. 


The Committee therefore recommends that: 


2. The Ministry of Finance, through the current negotiations with the 
Department of Revenue and the Canada Customs and Revenue 
Agency, should undertake to ensure that basic information on 
provincial personal income taxes, and the type and number of audits 
conducted, is forwarded to the province on a regular basis. An 
amended or new federal-provincial Tax Collection Agreement should 
address the issues identified in the Provincial Auditor’s 1999 Annual 
Report. 


The Ministry of Finance’s progress during the current negotiations with the 
Canada Customs and Revenue Agency, and Revenue Canada is of ongoing 
interest to the Committee. 


The Committee therefore recommends that: 


3. The Ministry of Finance should report to the Standing Committee 
on Public Accounts on the status of the negotiations with the Canada 
Customs and Revenue Agency, within six months of the tabling of this 
report. 
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